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United States Circuit Court of Appeals

FOR THE NINTH QRCUIT

JOHN M. SMITH, NAPOLEON B. SMITH AND
SMITH BROS. SHEEP COMPANY (A Corpora-

tion), and MARY M. SMITH, as Executrix of the Es-

tate of JOHN M. SMITH, Deceased, Substituted as De-

fendant for the Defendant JOHN M. SMITH,

Appellants,

vs.

NELLIE MAE MOORE,
Appellee.

PETITION FOR A REHEARING.

Come now the appellants and respectfully petition the court

for a rehearing in the above entitled cause, and as grounds for

their petition they urge

:

1

.

That this court has misconceived the position of the

appellants in that appellatnts did not and do not contend that

**dividends can only be paid by a corporation after being regu-

larly declared by its board of directors."

2. That this court has overlooked certain evidence con-

tained in the record which placed upon McNaught the burden

of keeping correctly the books of the corporation, and has erred

in declaring that this burden was upon John M. Smith.
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3. That this court has overlooked the fact that the deci-

sions of the State of Montana, rendered prior to the decision

of this cause, forbid any action by the board of director? except

when acting as a board.

4. That this court has, in holding that in this case the legal

entity of the corporation may be disregarded, overlooked the

fact that on this accounting respondent was entitled to recover

the dividends and profits lawfully received by John M. Smith

upon the stock awarded her and that the moneys of the com-

pany taken and used by him were not in law or fact dividends

or profits, but were at all times money due from him to the

company.

5. The Court has failed to give due weight to the fact that

while John M. Smith owned most of the stock of the Company

and was in charge of the outside business of the Company, the

minutes of the many meetings of the corporation, set out in the

opinion of the Court, utterly fail to show any action declaring

the m.oneys of the Company used by him were set aside or de-

clared to be dividends, or in the nature of dividends or profits.

6. The Court has overlooked the fact that after the death

of John M. Smith, and before the time for presenting claims

against his estate had expired, a decision of the Circuit Court

of the United States for this circuit was rendered declaring that

the sale of respondent's stock to John M. Smith was valid, and

that this decision was in force and unappealed from when the

time for presenting claims expired.

7. The Court has failed to pass upon the question pre-

sented and argued upon, pages 72 to 78, of appellant's brief,



with reference to the time from which the moneys paid out and

expended for the benefit of complainant shall be estimated.

L

Taking up in their order the grounds urged as the basis of

this petition, we submit that appellants did not contend in their

brief that the action taken by the board of directors must be

formal in all cases. True, the attorneys for Respondent in their

brief claimed that this was the position of Appellants and the

court in its opinion has accepted this statement as being correct,

but in this the court has done the appellants an injustice.

The position the appellants did take upon this matter is

stated upon page 64, of their brief, where they say

:

"Appellants do not contend that the action taken by a

board of directors need be formal in all cases, but they

do contend that some action on the part of the directors

is necessary to transfer the property of the corporation to

a stockholder, be his holdings large or small.'*

We submit that this stateement is not only uplield by the

weight of authority, but is broader than the rule laid down by

the Supreme Court of the United States, in Railroad v. Nickals,

I 1 9 U. S. 306, where the Court says

:

"Dividends are declared by some formal act of the cor-

poration, the question of whether there are or are not

profits being settled entirely by the accounts of the com-
pany, as kept by subordinate officers, not by the mere
statement of directors as to what appears upon the books.*'

And by the same Court in Mobile & O. R. R. v. Tennessee,

153 U. S. 496, where the court says:

"The term 'dividend* in its technical, as well as in its



ordinary acceptation means that portion of its profits

which the corporation, by its directory, sets apart for rat-

able division among its stockholders.**

The holding of these cases has never been departed from by

the Suprem^e Court of the United States since the decisions were

announced.

Pertinent to this matter is the case of Groh v. Groh, urged

upon this court by counsel for respondent and quoted from at

length by the court in its opinion. As to this, we say that the

quotation from the above case found in the opinion of the court

does not contain all the facts necessary to an understanding of

that case.

From the statement of the facts, as they appear in the opin-

ion, John Groh and his mother held all the offices of the cor-

poration and that "the former conducted the business of the cor-

poration Tpithout going through the form of holding directors

meetings or evidencing any act of the corporation by written

minutes.**

Further, as appears from the opinion, the court has this to

say v/ith reference to the case and its facts, and is that part of

the opinion of the court omitted from and to be inserted in the

quotation set out in the opinion of this court:

'*It appears in the testimony that this money was in fact

divided between Tvlrs. Groh and John, and Mrs. Groh
testified it was her share of the m.oneys which belonged to

the old firm; that she knew that this money was due her;

the amount that was coming she did not know until she

received it, but the purpose for which it was to be paid she

did knov/, and it had been the subject of an arrangement

between herself and John prior to the lime it was paid her.

According to the teEtimony of the bookkeeper, John Groh
claimed when he received the checks that they were for

money due him which had accrued prior to the transfer to
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Flammer. Flammer also understood this claim, as Groh
told him what the money was for. And he knew when
he signed the checks that they were given for the purpose

of discharging a claim.

'*If the claim existed as a legitimate debt, Tvhich Groh
and his mother rvere entitled to Tvithdran? from the cor-

poration, then he had the right to take the same, and
Flammer could not be mislead as to the purpose for which
the checks were delivered, if the claim existed. It only

remains, therefore, to see if the evidence was sufficient to

authorize the jury to fmd that the moneys represented by
the checks had in fact been appropriated b^ agreement
betlPeen Mrs. Croh and her son v/hile they were the own-
ers and holders of the stock and in control of the corpora-

tion.*' * *

From the case supplemented by the above extract from the

opinion of the court it appears that Groh and his mother held

all the offices of the corporation ; that no board of directors ex-

isted; that no directors* meetings were held; nor were written

minutes kept of any act of the corporation, and it is inferred

that the corporation was conducted as a partnership. The

court upheld the verdit of the jury which found that the claim

existed as a legitimate debt and that the moneys had in fact

been appropriated by agreement between Mrs. Groh and her

son while they were the owners and holders of the stock and in

control of the corporation.

In other words, in order for Groh and his mother to establish

their title to the moneys in question, the burden was upon them

to show as they alleged (a) that the claim existed as a legiti-

mate debt from the corporation to them; (b) that it represented

profits earned; and (c) that it had in fact been appropriated

by agreement between them while they owned and controlled

the corporation.
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In this case the appellants contended that the amounts with-

drawn from the moneys of the company by John M Smith,

prior to the declaration of the first dividend in the year 1907,

were debts owing from him to the corporation, as was shown

by the books and by the witnesses of both parties, and that the

burden of proving these sums were profits was upon the com-

plainant and not upon appellants.

In the Groh case, the further burden was upon the Grohs to

show that "the profits" had in fact been appropriated by agree-

ment between them while they were in control of the corpora-

tion.

In the instant case complainant did not attempt to show that

the debtor balances upon the company's books were profits or

dividends. The appellants contended that they represented

debts not dividends or profits and their witnesses so testified.

The Groh case, wherein the business was transacted as a

partnership and not as a corporation; where no board of direc-

tors existed; where no meeting of directors was held; no min-

utes of any corporate act were kept, is, we respectfully submit

not authority for holding that in the present case the general

rule of law—that a corporation must act by and through its

directorate when dividends are declared and profits are to be

divided, should be disregarded, especially when as the record

shows, the corporation acted in all matters through its board

of directors as is provided by statute.

The minutes of the many, meetings of the Smith Bros. Sheep

Go., set forth in the opinion of the court, are evidence that this

company at least did its business through its board of directors

and the absence from these minutes of any attempt on the part
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of those who controlled this company to declare the John M.

Smith accounts to have been dividends or profits is significant

as to how these accounts were regarded.

The court v/ill find in the case of Hartley v Pioneer Iron

Works, 181 N. Y., 73, decided long after, and without citing

the case of Groh v. Groh, a statement of the circumstances

under which a division of the profits without the formality of

declaring a dividend is equivalent to declaring a dividend.

And the court will find the division of profits there referred to

was made b}) the hoard of directors and at a meeting of the

board, thus restating the doctrine which has never been departed

from by any case. State or Federal, prior to or since Groh vs.

Groh, which it seems had no board of directors, that the direc-

tors of a corporation alone can declare dividends or divide

profits.

The court quotes in its opinion in this case section 1 074, 2nd

Ed. Thomp. on Corp., to the effect that the rule that the board

of directors must act as a body **is not iron clad."

This section is entitled : Exceptions to the General Rule

—

and in Section 1073, the preceding section, this author declares

that the general rule that the directors must act as a body is

rigidly enforced, and cites as among the cases declaring it

:

Wagner v. St. Peter's Hospital, 32 Mont. 206.

Under the principle that a Federal Court will follow a deci-

sion of a State Court interpreting State Statutes, we most re-

spectfully submit, this court should have applied the general

rule in the present case.

Again, the cases cited in Thomp. on Cor. Sec. 1074, cited
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by this court, are those between the corporations and strangers,

and rest upon the doctrine of estoppel

In the case of Harbor Co. v. Manning, 94 Tex. 558, cited

and quoted by this court, the Supreme Court of Texas stales in

the opinion that the holding of the court is opposed to the views

and decision of the Supreme Court of the United States in the

case of

Humphreys v. McKissock, 1 40 U. S. 3 1 2.

the principle of which case was affirmed in

De La Verne Co. v. Ins. Co., 1 75 U. S. 53,

and which we believe should be accepted as against a different

doctrine announced in a State Court.

II.

THE BURDEN OF KEEPING THE BOOKS OF

THE COMPANY WAS NOT UPON
JOHN SMITH.

This court declares in its opinion that the burden of keeping

correct books was upon John M. Smith, citing San Pedro

Lumber Co. v. Reynolds, 1 2 1 Cal. 74.

An examination of that case discloses that the general man-

ager of the Lumber Co., was the defendant Reynolds. The

court then says

:

"His duties as such manager were regulated and pre-

scribed by the ninth article of the by-laws which reads as

follows: The manager or managers shall be appointed

by the board of directors, and shall hold office during the

pleasure of the board. It shall be the duty of the man-

ager or managers, under the direction of the board of

directors, to superintend, oversee and direct the operations

of the company outside of San Francisco. * ^ * *
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He or they shall cause to be kept regular and accurate

accounts of all transactions in business of the company.

All such accounts shall be kept by a competent book-

keeper. He or they shall monthly, and as often as the

board shall direct, transmit to the secretary, abstracts of his

accounts, etc., etc.**

And the court speaking of this by-law, which it declares

entered into and became a part of Reynold's contract of em-

ployment, says:

**It measured his powers, fixed his duties, and defined

his responsibilities.**

In the case before the court, the responsibility for the correct

keeping of the books, and the powers and duties connected with

that responsibility are also fixed by a by-law of the corporation.

That by-law is as follows:

Sec. 5. *'It shall be the duty of the treasurer (Mc-
Naught) to receive all moneys and funds of the company
and deposit the same in such bank as the trustees shall from

time to time direct, and he shall pay out the same on checks

signed by the president and countersigned by the secretary

and not otherwise. He shall ^eep full and correct bool^s

of accoimt which shall at all times be open to the inspec-

tion of any m.ember of the board of directors,** etc.,

Acct. Rec. p. 533.

The court in San Pedro Lumber Co. v. Reynolds, supra,

holds the case of Rudd v. Robinson, 126 ^N^ Y. 113, and Neil-

son V, Crawford, 52 Cal. 248, cited by appellants, were not ap-

plicable upon the question of the admissibility of the corporate

books as against Reynolds, because of his duties and responsi-

bilities under the by-law which became a part of his contract.

In the present case the duty of keeping correct books was by

a by-law placed upon McNaught and the undisputed evidence
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is that John M. Smith knew nothing of the books; never at-

tempted to keep them; never directed an entry in them; and

never assumed any responsibihty for their safe keeping.

We submit that the case of San Pedro Lumber Co. v. Rey-

nolds is not against, but in logic supports, the doctrine declared

in Rudd V. Robinson, supra, and the many cases, both State

and Federal, cited on pages 83-4 of appellants' brief, and that

under the facts disclosed by the record, the books of the cor-

poration, as kept by McNaught, were not admissible against the

defendants.

In the case of Smith v Smith, 45 Mont. 535, 125 Pac. 987,

the Supreme Court of Montana adopts as its statement of facts

the statement of facts found in the opinion of this court in Moore

V. Smith, 182 Fed. 540, and, in the course of its opinion,

wherein the court reaches a conclusion directly opposite on

every point from that announced by this court in Moore v.

Smith, supra, the court, speaking of the corporate books and

the manner of their keeping says

:

**The books of the concern were kept in a very informal

and careless manner. In all probability the brothers had

that trust and confidence in each other which was engend-

ered and justified among those whose sturdy character and

integrity of purpose alone made it possible for the early

settlers to go into remote regions of the state and by hard

labor and mutual dependence, build homes for themselves

and develop the natural resources of the country."

Smith V. Smith, 45 Mont. 535, 572.

That the books of the Smith Bros. Sheep Co., were not cor-

rectly kept by McNaught stands admitted. That the burden
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of correctly keeping them was upon McNaught is fixed by the

corporate by-law.

San Pedro Lumber Co. v. Reynolds, 1 2 1 Cal. 74.

That under the facts disclosed by the record the burden of

correctly keeping the corporate books should be taken from the

shoulders of McNaught, and placed upon those of John M.

Smith is, we respectfully submit, inequitable.

III.

This court in its opinion cites cases which hold that when the

notion of the legal entity of a corporation is used to defeat pub-

lic convenience, justify wrong, protect fraud or defend crime,

the law will regard the corporation as an association of persons.

Inasmuch as the interlocutory decree, which at once marks

the scope and limit of the accounting awarded, declares that

under the terms of the bill the complainant is entitled to receive

the dividends and profits received by John M. Smith upon the

stock awarded to her, it can not be claimed as a matter of law

that complainant was entitled to share in any moneys of the

company appropriated and used by John M. Smith in his

lifetime. Lawful dividends and lawful profits alone could be

accounted for under the terms of the decree. If this be true it

would seem to follow that no question of fraud, or wrong, or

public convenience was involved which justified in this case the

abrogation of the general rule that a corporation will be looked

upon as a legal entity.

IV.

The court refuses to accept the explanation of the witness
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Flatt \vith reference to the entries **By dividends $7500.," and

"D. I. to Balance $19232.45" in view of the fact that neither

of these entries were carried fonvard into the account for the

next or any succeeding year.

As to the last item, we ask the court to remember that while

in the printed record upon the origmal appeal this item reads

**Di to balance $19232.45" the account of w^iich it is a part

was put in evidence by the complainant, and Ricker, com-

plainants* accountant testified that the item read Debtor to

balance $]9232A5.

Orig. Rec. 309.

On the accounting the original entry confessedly read

**Debtor to balance" and not dividend to balance.

Under these facts we ask this court if it intended to hold as

a proposition of law that this debtor balance became a dividend

because the mcin who kept the books failed to cairry the debtor

balance into the account for the next year?

The court declares that by reason of the faulureof the defend-

ants Mary M. Smith, N. B. Smith and W. W. Flatt to present

any claim agciinst the estate of John M. Smith, the right to en-

force the payment of such a claim ^vas lost by the negligence

of the defendants.

John M. Smith died October 6th, 1908, and while the orig-

inal case was pending before ludge Hunt. Decem.ber ]5th,

1 908, Mary M. Smith qualified as Executurix, and on Decem-

ber 1 3th, 1 908, she caused notice to creditors to be published.

On Sept. 10th, 1909, and within the ten months within which

claims against the estate of John M. Smith could be presented.
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a decree in favor of the defendants v/as entered by Judge Hunt.

Orig. Rec. pp. 67, 68, 77.

All the property of John M. Smith, including practically all

the stock of the Smith Bros. Cheep Co., went to his heirs Mary

M. Smith and Stanley Smith. When it is remembered that

Flatt declared that he had no claim against John M. Smith

for what he owed the company prior to the Fall of 1907, the

time when he became a stockholder in the company, the reason

why no claim was presented against the company clearly ap-

pears.

V.

Appellants respectfully call the attention of the court to the

fact that it failed to pass upon the question urged upon its

attention on pages 72 to 78 of their brief.

Under the terms of the interlocutory decree v/hich were that

the master should determine the amount of each payment made

to or on behalf of complainant by John M. Smith,

(Acct. Rec. p. 7.)

and the offer of tender contained in the bill, (Orig. Rec. p. 13),

the time from which the several payments should have been

calculated was from the date of the sale and not from the

date of the guardian's report as was done in this case.

We think this is clearly the rule as declared by this court in

Alaska Com. Co. v. Solner, 123 Fed. 859, and is a matter

of importance to appellants in that if the date of sale is taken

as the starting point for the accounting it makes a difference of

several thousand dollars to appellants.
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In view of the matters herein called to the attention of the

court, we respectfully ask the court to grant appellants a re-

hearing in said cause.

R. LEE WORD,
L. O. EVANS,

McINTIRE & McINTIRE,

Counsel for Petitioners.

I, R. Lee Word, do hereby certify that in my judgment the

foregoing petition for a rehearing is well founded and that it is

not interposed for delay.

^lu^jii;-.^^^
Of Counsel for Petitioners.


